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GOLDBERG, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect at the tinme the petition was filed. The decision to be
entered is not reviewable by any other court, and this opinion
shoul d not be cited as authority. Unless otherw se indicated,
subsequent section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the

Tax Court Rules of Practice and Procedure.
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Respondent determ ned a deficiency in petitioner’s Federal
i ncome tax of $40,818, and an accuracy-rel ated penalty of
$7,683.20, for the taxable year 1998.

The issues for decision are: (1) Wth respect to
petitioner’s rental activities, whether the | osses petitioner
incurred are subject to the passive activity loss limtations of
section 469; (2) with respect to petitioner’s business
activities, (a) whether petitioner received unreported i ncone as
determ ned by respondent, and (b) whether petitioner is entitled
to a busi ness expense deduction disallowed by respondent; and (3)
whet her petitioner is liable for the accuracy-related penalty
under section 6662(a). The adjustnents in the notice of
deficiency to the item zed deductions and to the self-enpl oynent
income tax and the deduction therefor are conputational and w |
be resolved by the Court’s holding on the issues.

Sone of the facts have been stipulated and are so found.

The stipulation of facts and the attached exhibits are

i ncorporated herein by this reference. Petitioner resided in San
Di ego, California, on the date the petition was filed in this
case.

Petitioner filed a Federal incone tax return for taxable
year 1998 with the filing status of head of househol d.

Petitioner reported $300 of interest incone, a $6, 760 busi ness

| oss, and a $62,297 loss fromrental activities, for an adjusted
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gross incone of negative $68, 757. Petitioner also clained
dependency exenption deductions for two daughters and item zed
deductions of $25,288 for nortgage interest and real estate
taxes, resulting in a taxable incone of negative $102, 145, and
zero tax liability.

1. Petitioner's Rental Activities

During 1998, petitioner owned or held partial ownership
interests in seven separate rental properties. Petitioner is not
a real estate professional, and he did not personally manage any
of the rental properties. Three of the properties are in the San
Di ego area and during 1998 were professionally managed by West man
Property Managenent. The other four properties are located in
t he Washi ngton, D.C., area and during 1998 were professionally
managed by Yarnouth Property Managenment. On his Federal incone
tax return, petitioner reported the follow ng i ncone and expenses
with respect to the rental properties, reporting an overal

deducti bl e | oss of $62,297:

California Properties Washi ngton, D.C., Area Properties
San San Spring Arlington Wash. Wash. Wash.
Di ego Di ego Val | ey Virginia D. C. D. C. D. C.
Rents received $9,950 $11,160 $104, 488 $13,620 $36,016 $26, 365 $48, 962
Less cash expenses 9,871 8, 490 88, 781 17, 832 38, 530 37, 786 56, 630
Less depreciation 467 1,167 19, 089 7,999 8,145 8,399 9,672
Gain (loss) ($388) $1,503 (%$3,382) ($12,211) ($10,659) (%$19,820) (%17, 340)

Petitioner did not directly receive the rents fromthese
properties. Instead, the rental managenent conpani es coll ected

the rents, paid the related expenses, and then billed petitioner



- 4 -
for the expenses which were in excess of the total anmount of rent
collected, if necessary.

In the notice of deficiency, respondent disallowed $59, 918 of
the | osses clained by petitioner with respect to the rental
properties. Although petitioner disputes the disallowance of the
| osses, he has made no argunents with respect to this issue, and
at trial he stated that this issue “seens to be a matter of |aw'.

Section 469 inposes Iimts on deductions for |osses from any
passive activity. Under section 469(a)(1), an individual may not
deduct a passive activity loss, which is defined in section
469(d) (1) to be the excess of the individual’ s aggregate |osses
from passive activities over his aggregate incone from passive
activities. As a general rule, any rental activity is a passive
activity. Sec. 469(c)(2). Arental activity in turnis “any
activity where paynents are principally for the use of tangible
property”. Sec. 469(j)(8). Although certain exceptions apply to
this general rule, petitioner does not assert, and the record does
not show, that any such exceptions apply in this case. Thus,
petitioner’s rental activities with respect to the seven
properties are passive activities, and petitioner is not allowed a
deduction for his aggregate | osses with respect thereto. Sec.
469(a) (1). Respondent disallowed $59,918 of the clai med deduction
of $62,297 with respect to petitioner’s rental activities; it is

not clear fromthe record why respondent determ ned that a portion
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of the |l oss was all owable. Respondent has not sought to disallow
t he remai ning $2, 379 of the loss, and we therefore do not address
respondent’s cal cul ation of the all owabl e anobunt of the |oss.

2. Petitioner’s Business Activities

During the year in issue, petitioner was engaged in certain
busi ness consulting activities. 1In connection with these
consulting activities, petitioner served as the chief executive
officer of an entity naned North Anerican Free Trade Associ ation
(NAFTA), which is incorporated in Mexico. |In this position,
petitioner would provide services to foreign conpanies seeking to
do business in Mexico. Petitioner would allow his clients, the
forei gn conpanies, to use the address of NAFTA' s office in Mexico
Cty. NAFTA maintained a bank account in Mexico.

Petitioner also operated a business activity under the nanme
of Cccidental Uilities (QU). Wile petitioner entered into at
| east one agreenment with a client in which petitioner asserted
that QU was a Del aware corporation, petitioner does not recal
incorporating QU, and in any event petitioner conducted business
only as a sole proprietor under that nane. |In this business
activity, petitioner provided consulting services wthin the
utilities industry. |In 1996 or 1997, petitioner entered into a
contract with a business known as San Luis Tank to provide
consulting services. |In connection with this agreenment, San Luis

Tank issued petitioner a Form 1099-M SC, M scel | aneous | ncone,
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reflecting a paynent of $12,000 to petitioner in 1998.
Petitioner’s relationship with San Luis Tank |lasted until that
busi ness ceased operations in 2000.

Al so during 1996 or 1997, petitioner entered into a contract
with PSEG d obal, Inc., to provide consulting services. PSEG
G obal was interested in building and operating a power plant in
San Luis, Mexico. During 1998, petitioner assisted PSEG d obal by
perform ng various tasks including negotiating with the Mexican
governnment, acting as a conduit in obtaining the proper
certifications and permts that are required in Mexico, and
engagi ng i n other business negotiations. Petitioner prepared
monthly billing invoices for the work he perforned for PSEG
G obal. These invoices indicate that they are from“Luis Acle,
Cccidental Uilities”, and the total anount billed by petitioner
in 1998 was $160,310. O this anpbunt, $140,763 was for services
petitioner rendered and $19, 548 was for expenses he incurred. On
certain occasions, PSEG d obal would refuse paynent of certain
charges or nodify the anpbunt requested. PSEG d obal’s records
indicate the addition of three paynents other than those shown on
petitioner’s invoices, totaling $11,679, and the om ssion of one
paynent of $12,360 that was requested by petitioner on an invoice.
The one paynent that petitioner requested but which is not shown
on PSEG d obal’s records as having been paid is a request for fees

of $10, 000 and expenses of $2,360, on an invoi ce dated Novenber
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25, 1998. Although PSEG 3 obal’s records reflect paynents to
petitioner in 1998 totaling $159, 629, PSEG d obal issued
petitioner a Form 1099-M SC on which it reported paynents to
petitioner totaling $168,598 during that year. Petitioner ceased
wor ki ng on behal f of PSEG d obal in 1999.

During 1998, petitioner maintained at | east two bank accounts
inthe United States. The first was mai ntai ned under the nane of
QU at Wells Fargo Bank, and the second was nai ntai ned under the
names of petitioner and M Cristina A Robles at Honme Savi ngs of
Anerica. Anmounts totaling $269, 767 were deposited into the first
account, and $55, 389 was deposited into the second account.?

Petitioner filed a Schedule C, Profit or Loss From Business,
with his Federal incone tax return for taxable year 1998. This
schedul e naned petitioner as the proprietor of a business engaged
in “international business consulting”. The schedule listed the
nanme of the business as “NAFTA’, and it provided an address in
Mexico City. Neither party addressed the use of petitioner’s
corporation’s nanme on the Schedule C. Based on petitioner’s

testinony and other evidence in the record, we conclude that the

The total deposit anmpunts are those reflected in the bank
deposit summaries prepared by respondent. Respondent cal cul at ed
t he anobunt of the deposits using the account statenents provided
by petitioner. Several of these statenents were not avail abl e,
| eavi ng gaps of approximately 2 weeks with respect to Wlls Fargo
Bank and approxi mately 6 weeks with respect to Honme Savi ngs of
Anmerica. Respondent based his determnation solely on the tine
periods for which bank statenents were avail abl e.
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Schedule C was filed for QU rather than for NAFTA. Petitioner
reported Schedul e C gross receipts of $116,280 and cl ai ned
deductions totaling $123, 040 for various expenses, for an overal
| oss of $6,760. One of the expenses clainmed as a deduction by
petitioner is in the anmount of $17,000 and is described as
“adm ni strative Mexico”.

In the notice of deficiency, respondent determ ned that
petitioner received $144,102 in unreported i ncone fromhis

busi ness activities. Respondent cal culated this anmunt as

foll ows:
Bank deposits $325, 155
Less transfers between accounts 26, 095
Less line of credit advances 38,678
Less gross receipts reported on return 116, 280
Unr eport ed i ncone $144, 102

Respondent now concedes that the anount of unreported incone
shoul d be reduced by $7,745 to $136,357 to reflect credit card
overdraft transfers into petitioner’s accounts. Respondent al so
disallowed in the notice of deficiency the $17, 000 deducti on
clainmed by petitioner as “admnistrative Mexico’. Respondent

al l oned the deductions for each of the other expenses clai ned by

petitioner on the Schedule C



A. Unreported | ncone

G oss incone generally includes “incone from whatever source
derived”, unless specifically excluded by statute. Sec. 61(a).
Taxpayers are required to nmaintain records sufficient to establish
t he amounts of incone, deductions, and other itens which underlie
their Federal incone tax liabilities. Sec. 6001; sec. 1.6001-
1(a), (e), Incone Tax Regs. |If a taxpayer fails to keep adequate
books and records, the Conm ssioner may reconstruct the taxpayer’s
i ncone by any nethod that is reasonabl e under the circunstances.

Pet zol dt v. Commi ssioner, 92 T.C 661, 687 (1989); see also United

States v. Fior Dltalia, Inc., 536 U S. 238, 243 (2002) (stating

that the assessnent authority of the RS is not exceeded “when the
| RS estimates an individual’s tax liability--so long as the nethod
used to make the estimate is a ‘reasonable’ one”). The
reconstruction need not be exact, so long as it is reasonable and

substantially correct. Petzoldt v. Comm ssioner, supra at 693;

Meneqguzzo v. Conm ssioner, 43 T.C. 824 (1965). The use of bank

deposits is recognized as a reasonabl e nethod of reconstructing

i ncone. Parks v. Conmm ssioner, 94 T.C 654, 658 (1990); Tokarsk

v. Comm ssioner, 87 T.C. 74, 77 (1986); N cholas v. Conmm ssioner,

70 T.C. 1057, 1065 (1978). This method is prem sed on the
assunption that the deposits into a taxpayer’s account consist of

i ncone fromtaxable sources. See sec. 61(a).
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As a general rule, a taxpayer bears the burden of proving the
Comm ssioner’s determnations in a notice of deficiency to be in
error. Rule 142(a).2 Certain courts have recognized a linmted
exception to the general rule where the notice of deficiency

determ nes that the taxpayer failed to report incone. Llorente v.

Comm ssi oner, 649 F.2d 152, 156 (2d Gr. 1981), affg. in part and

revg. in part 74 T.C. 260 (1980); Weinerskirch v. Conm ssioner,

596 F.2d 358 (9th Gr. 1979), revg. 67 T.C. 672 (1977). In such
circunstances, the Conm ssioner nust cone forward wi th evidence

establishing a mniml foundation, which may consist of evidence
i nking the taxpayer with an inconme-producing activity. Petzol dt

v. Conm ssioner, supra at 689. In the present case, petitioner

does not dispute that he received incone with respect to the
rel evant business activities.

Petitioner argues that respondent’s determ nati on concerning
the recei pt of unreported incone is in error. To this effect,
petitioner argues that he

received a certain anount of nobney as conpensation for ny

services. | acknow edged that, and that was reported. There

are additional anpbunts that were third party expenses that
had nothing to do with me for which | was nonet hel ess

responsi ble. There were a nunber of deposits that were nmade
fromone account to another, primarily because the expenses,

2Sec. 7491(a), which shifts the burden of proof to the
Comm ssi oner under certain circunstances, does not apply with
respect to any factual dispute in this case because petitioner
did not keep adequate books and records and did not neet
statutory substantiation requirenents. Sec. 7491(a)(2)(A) and

(B).
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including the real estate expenses, were com ng out of those
accounts.
Therefore * * * my contention is that a nunber of these
addi tional anounts that are presuned by the RS to be incone
are sinply transfers fromone account to another or deposits
that were nmade after noney was taken fromthat sanme account.
Therefore, a |l ot of nobney was counted two or three tines.
In addition, * * * | would suggest that there are a
nunber of expenses, including all of those for St. Luis Tank,
t hat were expenses channel ed through ne and going to other
peopl e, including specifically people who were providing
services to that conpany, without it being any inconme to ne
or expendabl e, nor was it clainmed as an expense fund.
Thus, petitioner argues that a portion of the deposits consists of
rei nbursenents for expenses petitioner incurred on behalf of
clients, and that a portion of the deposits consists of transfers
bet ween accounts or amounts that were w thdrawn and redeposited
into the same account. Petitioner does not provide details
concerning specific anmounts of either the alleged rei nbursenents
or the alleged transfers.

In certain cases, reinbursenents received by a taxpayer
engaged in a trade or business for expenses incurred on behalf of
another are not included in the taxpayer’s gross incone. Gay V.

Commi ssioner, 10 T.C 590 (1948). However, in the absence of

adequate records and proper substantiation, it renains the
t axpayer’s burden to show error in the Conm ssioner’s
determ nation that bank deposits are incone. Sec. 7491(a); Rule

142(a); Tokarski v. Conmm ssioner, supra at 76-77.

The only corroborating evidence in the record show ng that

petitioner received rei nbursenments fromhis clients lies in the
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i nvoi ces that petitioner submtted to PSEG ( obal on which he
request ed rei nbursenment for expenses totaling $19,548. PSEG
G obal’s records indicate that the conpany paid all but $2,360 of
t hese expenses in accordance with petitioner’s requests for
paynment. Petitioner, however, clainmed deductions for nunerous
expenses on his Schedule C, in an amount totaling $123, 040.
Respondent has not chal |l enged $106, 040 of these deductions, some
of which are for expenses that are of the sane type as those for
whi ch petitioner requested reinbursenent from PSEG d obal .
Because petitioner’s Schedule C was filed for his consulting
busi ness, and PSEG d obal was the primary source of incone for
t hi s busi ness, we conclude that the Schedul e C deducti ons
substantially enconpass the expenses for which petitioner was
rei mbursed by PSEG A obal. A taxpayer is not entitled to both
excl ude an anount fromincone as a rei nbursenent of an expense and
t hen deduct the sanme anmobunt as a busi ness expense. See generally
sec. 1.161-1, Incone Tax Regs. (providing that “Double deductions
are not permtted’.). Because petitioner has failed to provide
records of any sort supporting the amount of his deductions, the
Court cannot ascertain whether the $17,188 in rei nbursenents
petitioner received is wholly reflected in the $106, 040 of all owed
expenses that he clained as deductions on his return. W concl ude
that petitioner has failed to show either that he is entitled to

exclude frominconme any portion of the reinbursenents he received
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from PSEG d obal, or that he is entitled to additional deductions
with respect to the underlying expenses. See Rule 142(a).

Petitioner further argues that he received reinbursenents
from other sources, such as San Luis Tank. However, petitioner
has presented no credi bl e evidence that any of the anmounts
deposited into his bank accounts were reinbursenents for expenses
incurred on behalf of San Luis Tank or any other entity or
individual. The only evidence to this effect was petitioner’s own
sel f-serving, uncorroborated testinony, which we do not find to be
credible: At nore than one point in his testinony, petitioner
stated that he could not recall the purpose of individual
wi t hdrawal s or deposits noted on his bank account statenents.

Petitioner’s next argunment is that a portion of the deposits
into his accounts consists of transfers between accounts or
anounts that were w thdrawn and subsequently redeposited into the
same account. The only evidence in the record pertaining to this
argunent lies in bank statenents fromthe bank accounts at Wells
Fargo Bank and Honme Savi ngs of America, and copies of checks drawn
on the Wells Fargo account. Wile petitioner was unable to
di scuss the bank statenents in detail, certain of the Wells Fargo
checks clearly indicate that they were for transfers to another
account. However, the total anmount of these checks is |ess than
t he amount already taken into account as transfers in respondent’s

calculation. Oher Wlls Fargo checks were witten to Househol d
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Bank; these checks represent nortgage paynents by petitioner.
Most of the remaining checks were witten to petitioner hinself or
to Wells Fargo, presumably indicating that on sone occasions
petitioner was withdrawi ng cash fromhis account. There is no
evi dence that any such w thdrawal was redeposited into
petitioner’s account. To the contrary, there is evidence that at
| east a portion of such funds was used to make paynments on a |ine
of credit or another loan. In sumary, we find that the Wells
Fargo checks do not refute any aspect of respondent’s cal cul ation
of petitioner’s unreported incone.

Q her than the two general argunents di scussed above,
petitioner has not presented any specific objections to
respondent’s reconstruction of petitioner’s incone. For exanple,
petitioner has not argued that any individual deposit is froma
nont axabl e source, nor has petitioner asserted, or provided
evi dence tending to show, that any deposit was froman alternative
source, such as a savings account.

Finally, petitioner sunmarizes his argunment that respondent’s
determ nations are in error by stating:

| think that there is clear evidence of the fact that there

is a certain anmount of necessary recycling of this noney for

the reasons that | have explained to the points that there’'s
no way that anybody could say that this clearly reflects

i ncore.

We disagree with petitioner. Wile respondent’s reconstruction of

petitioner’s records certainly is not exact, we find the
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reconstruction to be substantially correct and to be a nore
accurate reflection of petitioner’s inconme than what was reported

on his return. See Petzoldt v. Conm ssioner, 92 T.C. at 687;

Meneqguzzo v. Conm ssioner, 43 T.C. 824 (1965). Although the

anount of incone exceeds that which was reported on the two Forns
1099-M SC appearing in the record, at |east one of the fornms has
been shown to be inaccurate. Furthernore, the fornms were issued
by only two sources; it is reasonable to conclude that petitioner
had ot her incone generated from his business activities during
1998, either directly fromhis operation of QU or indirectly
t hrough his corporation, NAFTA. There is no evidence in the
record establishing the anount of incone that petitioner derived
from NAFTA. Finally, according to the information reported by
petitioner on his 1998 return, petitioner had a negative taxable
i ncone of $102,145. Petitioner has not explained how he woul d
have been able to pay the disproportionately |arge anount of
expenses shown on his return in conparison to the gross incone
that he reported, while at the sane tinme maintaining a standard of
living for hinmself and for his two daughters, whom he cl ai ned as
dependent s.

We sustain respondent’s determ nation concerning petitioner’s

unreported inconme, as adjusted for respondent’s concession that
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petitioner had $7,745 |l ess unreported i ncone than the anmount
determined in the notice of deficiency.?

B. Busi ness Expense

Petitioner argues that respondent’s disall owance of the
$17,000 Schedul e C deduction for “adm nistrative Mexico” is in
error. Petitioner stated at trial that the $17,000 represents the
“cost of doing business” in Mexico Cty. |In particular,
petitioner asserts that he | ost office equipnment valued at “a
little over $10,000” in a burglary, and that he was forced to
scrap an autonobil e--because “the oil punp or sonething had gone
bad and the car was basically ruined”--for which he “took a little
over a $7,000 | oss”.

It is unclear fromthe record whether the office to which
petitioner refers in his testinony regarding this issue was the
of fice of NAFTA, petitioner’s Mexico City-based corporation. A

corporation formed for legitimate business purposes is an entity

W briefly address a factual issue that was not discussed
by either party--the interrelationship between the rental
activity issue and the unreported inconme issue. In |ight of
petitioner’s burden of proof in this regard, see Rule 142(a), we
note that the record does not support a finding that any of the
anounts deposited into petitioner’s bank accounts were derived
fromthe rental activities. W reach this conclusion based upon
the record as a whol e, which establishes, inter alia, that the
property managenment conpani es rather than petitioner collected
the rents and paid the expenses therefrom that petitioner held
only partial ownership interests in several of the properties;
that petitioner may have held bank accounts other than the two
named above; and that no deposits listed in the bank statenents
have been identified as having been derived fromthe rental
properties.
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separate fromits sharehol ders, and the busi ness of the
corporation is separate and distinct fromthe business of its

shar ehol ders. Mbline Props., Inc. v. Conm ssioner, 319 U S. 436,

438-439 (1943): Deputy v. du Pont, 308 U.S. 488, 494 (1940).

Thus, a sharehol der generally is not entitled to a deduction for

t he paynent of corporate expenses, Deputy v. du Pont, supra;

Hewett v. Conmi ssioner, 47 T.C. 483 (1967), and petitioner

accordingly would not be entitled to deduct NAFTA s expenses.

We assune arguendo that petitioner is asserting that the
$17, 000 expense was incurred in connection with QU rather than
NAFTA. Neverthel ess, petitioner provided only vague,
uncorroborated testinmony to substantiate the $17, 000 expense at
i ssue, and we do not find petitioner’s testinony concerning this
issue to be reliable. Furthernore, we note that petitioner’s
description of the expense at trial does not appear to be
consistent wth the description of the expense given on the
Schedule C. W conclude that petitioner has failed to
substanti ate the disall owed deduction. See sec. 6001; sec.
1.6001-1(a), (e), Income Tax Regs. Respondent’s disall owance of
t he deduction is sustained.

3. Accuracy-Rel ated Penalty

Respondent determ ned that petitioner is liable for the
accuracy-rel ated penalty under section 6662(a) with respect to the

portion of the underpaynent attributable to the om ssion of the



- 18 -
Schedul e C gross recei pts. Respondent did not determ ne that
petitioner is liable for the accuracy-related penalty with respect
to any other adjustnent in the notice of deficiency.

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent attributable to any one of various factors, one
of which is negligence or disregard of rules or regulations. Sec.
6662(b)(1). “Negligence” includes any failure to nmake a
reasonabl e attenpt to conply with the provisions of the Internal
Revenue Code, including any failure to keep adequate books and
records or to substantiate itens properly. Sec. 6662(c); sec.
1.6662-3(b) (1), Income Tax Regs. Section 6664(c)(1l) provides that
the penalty under section 6662(a) shall not apply to any portion
of an underpaynent if it is shown that there was reasonabl e cause
for the taxpayer’s position and that the taxpayer acted in good
faith with respect to that portion. The determ nation of whether
a taxpayer acted with reasonable cause and in good faith is nmade
on a case-by-case basis, taking into account all the pertinent
facts and circunstances. Sec. 1.6664-4(b)(1), Income Tax Regs.
The nost inportant factor is the extent of the taxpayer’'s effort
to assess his proper tax liability for the year. |[d.

It is clear that petitioner was negligent with respect to the
om ssion of the Schedule C incone. Petitioner did not keep
adequat e books and records or otherw se substantiate the anount of

i ncone reported on his return, as required by the Internal Revenue
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Code. The evidence petitioner did provide that shows certain
anmounts of inconme that he received in the year in issue does not
correspond to the total anount reflected on his return. Nor does
t he amount of inconme reported on his return correspond to the
Forms 1099-M SC whi ch petitioner was issued. Despite being
involved in transactions resulting in bank deposits of over
$325, 000, petitioner testified that “I also am m ndful of the fact
that there's probably a valid criticismthat could be nade of ne
because | do not keep records that are precise, that can be added
up and totaled.” W sustain respondent’s determ nation with
respect to the section 6662(a) accuracy-related penalty, as
nmodi fi ed by respondent’s concessi on concerni ng the anount of
unreported incone.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

under Rul e 155.




